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Audit
O I G Rel;olrt

The Department of the Treasury
Office of Inspector General

September 30, 2011

Richard L. Gregg
Fiscal Assistant Secretary

As part of our ongoing oversight of the Department of the
Treasury’s (Treasury) 1603 Program — Payments for Specified
Energy Property in Lieu of Tax Credits (1603 Program)' authorized
by the American Recovery and Reinvestment Act of 2009
(Recovery Act),? we are conducting audits of selected award
recipients. In this regard, we have audited the award made to
Inadale Wind Farm, LLC (Inadale), for a wind energy facility near
Roscoe, Texas. Inadale submitted its claim for payment in lieu of
tax credit in the amount of $94,163,024 on December 30, 2009,
and was awarded that amount by Treasury on January 25, 2010.
Our audit objectives were to assess the eligibility and accuracy of
that award by determining whether (1) the property existed, (2) the
property was placed into service during the eligible timeframe, and
(3) the award amount was appropriate.

Results in Brief

We verified that the subject property described by Inadale in its
1603 Program application does exist and that it was placed in
service on April 1, 2009, which was within the eligible timeframe.
We also concluded that the award amount was appropriate, with
one minor exception, after management provided clarification of

' Treasury’s Office of the Fiscal Assistant Secretary (OFAS) administers this program.

2 Pub. L. No. 111-5, 123 Stat. 115 (Feb. 17, 2009). Under section 1603 of the Recovery Act, Treasury
makes grants (payments) to eligible persons who place in service specified energy property and apply
for such payments. The purpose of the payment is to reimburse eligible applicants for a portion of the
expense of such property and is made in lieu of tax credits that could have been potentially claimed by
the awardees.
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certain applicable tax provisions through its response to this draft
audit report. In the draft report, we questioned $2,309,155 of
Inadale’s $313,876,745 reported cost basis ($692,747 of the
award amount) which related to turbine spare parts, other spare
parts and tools, and a “Balance to Tie” amount. At the time we
issued our draft report, we believed these costs were ineligible
based on our initial interpretation of those applicable tax provisions.

After reviewing management’s response, which clarified the
applicable tax provisions governing spare parts, we no longer
guestion their eligibility under the 1603 Program. However, we
continue to question the “Balance to Tie” amount of $2,038 ($611
of the award amount) as an unsupported cost and are
recommending that OFAS (1) ensure that Inadale reimburse
Treasury $611 for the excess 1603 Program payment received;
and (2) direct Inadale, E.ON Climate and Renewables North
America (E.ON), and affiliated companies not to include in
applications for 1603 Program awards inappropriate or otherwise
ineligible costs.

Treasury management concurred with our recommendations and
agreed that Inadale should reimburse Treasury $611 associated
with the “Balance to Tie” amount. Inadale’s and Treasury’s
management responses to our draft audit report are provided in
appendices 1 and 2, respectively.

Background

Eligibility Under the 1603 Program

Applicants are eligible for a 1603 Program award if specified
energy properties are placed in service during calendar years 2009,
2010, or 2011,® and the amount awarded is in accordance with
applicable provisions of the Internal Revenue Code of 1986 for
determining cost basis. Under the 1603 Program, applicants submit
an application to Treasury that reports the total eligible cost basis

3 Section 707 of the “Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of
2010," extended Treasury’s 1603 Program for 1 year. To be eligible, a property must be placed in
service in 2009, 2010, or 2011 or placed in service after 2011 but only if construction of the property
began during 2009, 2010, or 2011. The application deadline was extended to September 30, 2012.
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of the specified energy property placed in service. If approved,
award amounts are based on a percent of that eligible cost basis.
For the type of property claimed by Inadale, the percentage of cost
basis eligible for award is 30 percent. According to OFAS program
guidance, the cost basis of the subject property is determined in
accordance with the general rules for determining the cost basis of
property for federal income tax purposes. Specifically, for this type
of subject property, applicants follow the capitalization procedures
found in Treasury Regulation (Treas. Reg) 81.263A-1, “Uniform
Capitalization of Costs.”*

Inadale

Inadale is a 197 megawatt wind farm near Roscoe, Texas. Inadale
uses 197 Mitsubishi MWT62/1000A wind turbines. The parent
company of Inadale is E.ON located in Chicago, lllinois. E.ON
manages the Inadale wind farm and is also the parent company of
two other wind farms in Texas that were awarded 1603 Program
payments.®

Objectives, Scope, and Methodology

To assess the eligibility and accuracy of awards made to Inadale
under the 1603 Program, we determined whether (1) the property
exists, (2) the property was placed into service during the eligible
timeframe, and (3) the award amount was appropriate.

In performing our work, we visited Inadale’s parent company, E.ON
in Chicago, lllinois; interviewed key personnel of E.ON, and key
personnel associated with Inadale’s independent public accountant
(IPA). We also reviewed the application, production reports,
invoices, contracts and other documents provided to the
Department of Energy’s National Renewable Energy Laboratory

* Treas. Reg.81.263A-1(a)(3)(ii), Property produced: “Taxpayers that produce real property and tangible
personal property (producers) must capitalize all the direct costs of producing the property and the
property's properly allocable share of indirect costs (described in paragraphs (e)(2)(i) and (3) of this
section), regardless of whether the property is sold or used in the taxpayer's trade or business.”.

® Pyron Wind Farm LLC and Panther Creek Ill Wind Farm LLC
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Audit Results

(NREL)® to support the property’s existence, its placed in service
date, and the costs claimed by Inadale. We also obtained
clarification from OFAS and Internal Revenue Service (IRS)
personnel on eligible costs under the program. We performed our
work between April 2010 and May 2011.

Our audit was conducted in accordance with generally accepted
government auditing standards for performance audits. Those
standards require that we plan and perform an audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for
our findings and conclusions based on our audit objectives. We
believe that the evidence obtained provides a reasonable basis for
our findings and conclusions based on our audit objectives.

Inadale submitted a cost segregation and Section 1603 payment
eligibility analysis’ to Treasury that was prepared by E.ON’s IPA on
behalf of Inadale. The cost segregation analysis included the
property’s classification for depreciation purposes and all costs that
made up its cost basis. The Section 1603 payment eligibility
analysis identified $313,876,745 of costs in the property’s cost
basis that Inadale believed were eligible for payment under
Treasury’s 1603 Program.

In our draft audit report, we questioned the appropriateness of
Inadale’s claimed costs of $2,277,041 for turbine spare parts,
$30,076 for other spare parts and tools and $2,038 for a “Balance
to Tie” amount in its cost basis that resulted in $692,747 of its
1603 Program award. These items were purchased from October
2009 through December 2009, subsequent to placing the subject

% NREL is a national laboratory of the Department of Energy. Under an interagency agreement between
Treasury and the Department of Energy, NREL performs the technical review of 1603 Program
applications and advises Treasury on award decisions.

"The cost segregation and Section 1603 payment analysis was prepared for the purposes of classifying
property for Federal income tax depreciation or amortization purposes and determining the eligibility for
a cash grant in lieu of tax credit provided by Section 1603 of the American Recovery and Reinvestment
Act of 2009. The analysis included reviews of certain project cost data and engineering drawings
provided by E.ON and discussions with management of E.ON.
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property in service on April 1, 2009.8 After receiving clarification
through Treasury management’s response on the tax provisions
governing spare parts, we no longer question the eligibility of spare
parts under the 1603 Program.

Initially, it was our understanding that to be included in the cost
basis, as specified in Treas. Reg. 81.263A-1, the parts must be
necessary to produce the property. Based on discussions with an
IRS official, spare parts and energy property are two separate and
distinct assets with separate cost bases with no justification in tax
law for classifying them as the same unit. As a result, the cost of
the spare parts and tools should not be included as part of
Inadale’s subject property’s cost basis.

After reviewing our draft report, Inadale management did not
concur with our assessment of the ineligibility of spare parts. In its
response, Inadale stated that spare parts should be considered
“specified energy property” as defined in Treasury’s 1603 Program
Guidance® and in Treas. Reg. §1.48-9(e)(1), and therefore, qualify
for inclusion in the property’s cost basis. In addition to qualifying
as energy property, spare parts are considered parts related to the
functioning of the integrated wind farm, integral to the overall
facility, and should not be viewed as a separate asset. Lastly,
Inadale management believes that spare parts meet the definition
of repairs and maintenance as defined by Treas. Reg. 1.263A-
1(e)(3)(ii)(O), and that all spare parts included in the 1603 cost
basis also meet the definition of “Emergency Spare Parts” as
defined by Rev. Rul. 81-185. See appendix 1 for Inadale’s
response.

Based on our evaluation of Inadale’s response, we maintained that
spare parts and the subject energy property were two separate and
distinct assets with separate cost bases and different “placed in
service” dates. We believed at the time that the spare parts in
guestion were not an integral part of the wind farm and should not
have been considered specified energy property under Treasury’s

8 Treasury Program Guidance, V. Property and Payments Eligibility, A. Placed in Service...”Placed in
service means that the property is ready and available for its specific use.”

® Treasury’s Payments for Specified Energy Property in Lieu of Tax Credits under the American
Recovery and Reinvestment Act of 2009 Program Guidance, IV. Property and Payment Eligibility Part I.
Types of Property
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1603 Program. We based this on our interpretation of Rev. Rul. 81-
185 which concludes that standby emergency spare parts are to be
capitalized and depreciated when the parts are acquired and set
aside as emergency replacement parts. Emergency spare parts are
considered placed in service when they are placed in a condition or
state of readiness and availability for an assigned function. Placed-
in-service is addressed in Treas. Reg. §1.46-3(d)(2)'"® which makes
the distinction between the in service dates of materials and parts
acquired for use in the construction of equipment and parts used as
replacements to avoid time loss. In Inadale’s case, the spare parts
in question were not in a condition or a state of readiness and
availability at the time of construction. Instead, they were
considered replacements to avoid time loss since they were
purchased well after placing the subject property in service on April
1, 2009. Therefore, we believed that they should have been
capitalized as separate depreciable assets.

Furthermore, Inadale’s spare parts were not necessary to produce
the subject property nor were they indirect repair and maintenance
costs, as outlined in Treas. Reg.81.263A-1, and they are not
functionally interdependent components of the subject property.
According to Treasury’s Program Guidance, components of a larger
property are a single unit if the components are functionally
interdependent. Components are functionally interdependent if the
placing in service of each component is dependent on the placing
in service of the other component. Inadale’s questioned spare parts
were purchased 6 to 8 months after the subject property was
placed in service, and commercial operations had begun.
Accordingly, the spare parts were not functionally interdependent
components of the subject property and could not be used to
directly or indirectly produce the property already in service.

Therefore, our initial conclusion was that the spare parts in
guestion were not necessary to place the subject property in
service since they were purchased after commencing operations. In
its response to our draft audit report, Treasury management
provided a detailed clarification of the tax guidance on which we
based our evaluation of the spare parts. Management concluded

% Treas. Reg. §1.46-3(d) establishes the placed in service rules for qualified investment property for
investment tax purposes. Treas. Reg. §1.167(a)-11(e)(1)(i) references the provisions of Treas. Reg.
1.46-3(d)(1)(ii) and (d)(2) to determine the date property is placed in service.
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that the costs of the spare parts in question were eligible because
they were a part of a qualified facility under IRC 845 and were in
service at the time of the Inadale’s 1603 Program application. See
appendix 2 for Treasury’s management response.

After receiving clarification on the tax provisions governing spare
parts, we no longer question the eligibility of Inadale’s spare parts.

We continue to question the “Balance to Tie” amount of $2,038
that Inadale included in the subject property’s cost basis as
provided by its IPA. This amount remains unsupported as Inadale
was unable to provide supporting documentation, and therefore the
amount should not be included in the subject property’s cost basis.

Inadale Response

Inadale management did not contest the proposed adjustment to
cost basis related to miscellaneous costs in the amount of $2,038,
and therefore, proposed to refund to Treasury $611 (i.e. 30
percent of $2,038).

OIG Comment

Inadale management concurred with our proposed adjustment to
cost basis for the “Balance to Tie” amount.

See appendix 2 for Inadale’s detailed response.

Recommendations

We recommend that the Fiscal Assistant Secretary do the
following:

1. Ensure that Inadale reimburses Treasury $611 for the excess
1603 Program payment received for the subject property.

2. Direct Inadale, its parent E.ON, and affiliated companies not to

include in applications for 1603 Program awards inappropriate
or otherwise ineligible costs.
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Management Response

Treasury management concurred with our recommendations and
agreed that Inadale should reimburse Treasury $611 for the
“Balance to Tie” amount.

OIG Comment

Management’s response meets the intent of our recommendations.

* ¥ ¥ ¥ ¥ ¥

The information in this report should not be used for purposes
other than what was originally intended without prior consultation
with the Office of Inspector General regarding its applicability.
Information contained in this report may be confidential. The
restrictions of 18 U.S.C. §1905 should be considered before the
information is released to the public. We appreciate the courtesies
and cooperation provided to our staff during the audit. If you wish
to discuss this report, you may contact me at (202) 927-5400 or
Donna Joseph, Audit Director, at (202) 927-5784. Appendix 4 lists
the major contributors to this report.

/s/

Marla A. Freedman
Assistant Inspector General for Audit
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Appendix 1
Schedule of Questioned Costs

A guestioned cost is a cost that is questioned by the auditor
because of an audit finding: (1) which resulted from an alleged
violation or possible violation of a provision of a law, regulation,
contract, grant, cooperative agreement, or other agreement or
document governing the use of Federal funds, including funds used
to match Federal funds; (2) where the cost, at the time of the
audit, is not supported by adequate documentation; or (3) where
the cost incurred appear unreasonable and do not reflect the
actions a prudent person would take in the circumstances.
Questioned costs are to be recorded in the Joint Audit
Management Enterprise System (JAMES). The questioned costs
will also be included in the next Office of Inspector General
Semiannual Report to the Congress.

Recommendation Number Questioned Costs

Recommendation 1 $611

The questioned costs relate to excess funds that Treasury awarded
to Inadale under the 1603 Program. The amount questioned is 30
percent of the excess costs included in Inadale’s cost basis. As
discussed in the audit report, the questioned costs in the cost basis
consist of $2,038 associated with a “Balance to Tie” amount that
is unsupported.
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Appendix 2
Inadale Wind Farm LLC’s Response

-0 | i

Jume 16, 2011

Erica Wardley
Audit Manager
US Dapartment of Treasury
Office of Inspector Genersl

RE: Drafl Audit Repat of the Award Mad: 1o 1madale Wind Farm, LLC, Under the
Department of Treasury's 1603 Program — Payments for Specified Energy Property in
Ligu of Tax Credits

Dear Ms. Wardloy:

This letter confirm: E.OM Climate & Renawabes, LLC's (the "Company™} view that its
position on Inadale Wind Fann, LLC spare pars, a5 outined in its lette- to Ms. Marla
Freedrman of the Depailmeanl of the Treaswy Office of Inspecior Ganeal daled Oclober

14, 2010, iz still vaid. The Company still supports and confirms the content of that lefter,

which | have attached hare for refarence.
Flease feel free to contact me with any further questions.
Best Regards,

‘Wil 4. }W

Mark &, Frigo
Vice President, Investment Analvsm
E.OM Climate & Renewablag. LLC
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Appendix 2
Inadale Wind Farm LLC’s Response

e-on | i
October *4, 20490

M=. Marla A. Freedman

Assistant Inapector Ceneral for Asdid

Deparment of the Treasury Office of Inspecioer General
FA0 15" Straad, MW, Suits GO0

Whaghinglon, D.C 20220

RFE- DOraft Audit Repart o' the Award Made o Inadale Wind Farme LLC, Under the Deparment of
Treasury's 1603 Program — Payments for Specifad Enemgy Proparty in Liew of Tax Gredits (*Draft Audit
Rapar:')

Dear Ms. Freedman:

This lefier reprasents the writber response of EON Cmate and Kenewables Norh Amerca LLG (the
“Company”) to the Draft Audit Report as requested by vour lather dated September 28, 2010, The Draft
Audit Report proposed an adjustment ta eligibke basis in the ameunt af $2.308, 155 relaiad to spae pails
and othar miscallinzous costs. The popose of Lis e is o conlest Lhe proposed acjustment dascribe
abcve wentified in the Draft Audit Repart.

Facta

Inzdale is wwned by Inadala Wind Farm, |13 Cieadale | 1C7), which is 3 subsidisny of the Campany. The
wind farm carsists of 197 wind luibineg generators including spare parts, and supervisory conirol and
data acouisition system were praviced per fhe terme of a Turbing Supply Agreament batween Mitsubishi
Pawer Systems Americas, Inc. {*Mitsubishi®) and Inadale LLE, dated May 31, 2007 (' TSA Confract’). The
TSA Confract also incudad provisions for the delivery of the spare pants that are necessary o have an
site in arder to keep the wind farm operafing at 100% capacity 3t all Lirras The angineenny, procurement,
anc canstruction of Inadale, including erection of the wind juriine generators, the pracurement and
construciion of the on-sile collecton system and the procurement and construction of the Inedale
Substation was provided through a construction cortract for tha balance-ol-plant ["BOF" ) equipment and
construction between Inadas LLEG and (LH. Blatiner & Sons, Inc. dated Decemnbar 14, 2007, The nadals
Substation was constructed as park of lhe BOP Cuonibiacl

The Company submitied a claim for payrient in lied of a tax credil under the Depariment of Treazury's
{*Treasury™} 1603 Mrogrem — Paymants for Specificd Encrgy Property in Licw of Tox Credits ithe *1 603
Prograrm®} in the amaunt of 584,163,054 on Decembear 20, 2008 and was awardad thie amount by
Treaeury on Januery 25, 2010, The Company's reported cogt bagis af zuch propery waz 3313.276,745
which included $2,307,117 of spare parts ard 52,038 of miscellaneous costs.

Ezue
The Craft Audit Report issuad by the Treasury's Office of Inspector Ganeral ['CIG™) states that the OIG

doas not befieve the spare parts in the amaount of $2.307,117 or the miscallanacus o5 i1 the anrount of
52 038 comply with Troas. Beg. £1. 26341, Specifically the Drafl Audit Report states:

T Unless othenwvise ndicated, all section or *§" references are to the LS. Intemal Revenue Gode of 19685,
as amended (the “Code"), a&d ary iefenences 1o regulstion aeston or "§" are to the LS. Trcasury
Departmant regulations under the Codo {'Treas. Reg. §7)
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Appendix 2
Inadale Wind Farm LLC’s Response

“To be included in the cost basis. as speched in Treas. Reg §1.263A-1, the parts must
be necessary 1o producs lhe preparty. According to an IRS atlarrey wa gpoka to, spare
parts a7d energy property are bwo separatz assets with separate oost bases, and thare =
ro justification in tax law for classifying these teo agsets as the same unit, As & result,
tha coete of the spare parts and tools shosld not ba includad as part of Inadale's sukject
proparty cost basis.”

“fes o rosull, we e yuesiioning 992,747 of Treasury's 1503 Prowanm awind O adale
(30 oercent of 32,209,150). We are recomnrend ng that the Fiscal Assistant Secretary
ensure that Inadsle reimbursea Treasury $8502,%47 for the excessive 1603 Program
payrment received”

Law and Analysis

Trersury issued 'Payments for Specified Energy Propery in _ieu of Tex Credilts Wndear the Semercan
Recovery ard Renves:ment Act of 2009 Program Guidanze' {the 'Program Guidenea") during July 20080
which was subseguently revised and re-isswed during WMarcn 2010, The Program Guidance states the

fallawing:

‘Property eiginle to reczive Section 1603 peyments iz “spocified znergy propery.”
Spesiied energy properly includes only tangitde properly {not mcleding a budding) that s
a1 integral parl of the fazity. The fangible propedy s fangible personal propedy and
miher tangible property as cefined in Treas. Reg. §1.48-"{c) end {d). Speacified anargy
ponerly s oproperly Tor which depecaton (o amoarlization in beu of depreclakon) =
allowable."

“Dualifiec property includes only langikée sreperty that is both used ag an inlegral part of
the achivity serformed by gualifed facility and located at the site of the qualified Facility.
(ualified property does nat include & building but may includs structural companents of &
building. Property iz an integral part of & gqualifizd facility if the property iz used dirzctly in
the qualified faciily, & essantial to the completencss of the aclvity parformed in that
facikty, and is kcated at the site of tra qualifiad facility.”

“Qualified property must be placed i1 2ervice In 2009 or 2010 or, in the case of propery
paced in Soerviea afbar 2010 for which constucton begins in 2009 ar 2010, bafore the
credit termination date.  Propery thet satisfies this placed-in-servize requiremant may be
gualited property even If It 15 an addition to or expansion of 3 gualled faclity placed In
service before 20049,

"The basis of prape-y Is delermined in accardance with the gensral rules for detemining
tha basiz cf property for fodaral income tax purposes. Thus, the basis of propery
generally is e cost (IRC eacfion 10421, unradusad by any ather adjuesment to basis,
s 36 Inat for dapresiation, and includes all dems propeedly Included by the faxpayesr n
the depreciable basis of the properly, suzh as instsllation cosls and the cost for freight
incarred in constructinn of the specif ed enemy propery ©

'The pwner of multiple units of property that arz located at the same site and that wil be
cperated as a larger unit may slect o treat the unils (and any property, such as a
computer contral eyetam. that sesves eoma or all such urits) &2 3 engle unt of proparly
for pu-posas of determiring the baginnirg of construction and the daie the property is
placedc in service, . For example. the ocwnes of @ wind farm may treat as a single wnit a
wind farr that will eonsizt ot Hiby tuibines, their associzled towers, ther supgoiing pads,
a computer sysem that manitors and confrols the terbines, and associated power
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Appendix 2
Inadale Wind Farm LLC’s Response

condilon equipyeny. In cases where 1hs applicant reals rmultple units af prapery as
single unll, fafiure 1o complsls he antire planned unil will not preclude raceit of =
Secticn 1603 payment.”

Taxpayars subject o 2634 muzt caphalize all direst cosls and certain indirect costs proparly allocabie 1o
praparty Eroduaa:l ar property acquired far ieeale?  Section 283A, applies to proparty produced by a
taxpayer.”’ The {erm "produce” includes construct, build, install, manufacire, develop, of improve.” Tha
taxpayer shall be ireated as producing any preperty produced far the taxpayer under a sontract with tha

laxpayer, sxcept that only cosks paid or incurred by the lexpeyer (whether under Such contrect or
tiherwisa) shail be {aken inta account.

Indirect coste are defined as all costs olther than direct materal costs and direct labor costs (o the case af
property produced) or acquisition costs (in the cas! of propardy acgulrad for rel:;&lEl].a Taupayers subject fo
2638 must capiializa el indirect &osts properly alloceble to propary produced o property acoguined for
resake. indiract cosia ame propariy sllocabla i proparty produced or poperty acquired for reagle when
the costa directly banefit or are incurred by reason of the perfrmance of produclion or regsle activities.”
Repairs ang mainlenance expenditupes are one such exarmple of indirect coztz thal are required o be
capializea.

Ganerally, property fnat woukd be gliglbla for 2n inyeztmeni fax credil puesuant to B4€ is elgibla for a
1603 Program swerd, provided the property ia placed in service in 2008 or 2040, or in the cage of
propemny placed m senvice after 2010 for which construstion begins in 2008 or 2010, bafore tha cradit
terrnimallon date. For purpeses of §4E, the anergy credit for any taxabbe year is the enargy percentage of
they basks of ernarwr propefy placed in service during such taxable year.™ Erergy property Includes wind
energy propery.  Wind energy propary is equipment [and pars retsaled to the funetianing of that
gquipmeant} that yeea wind anergy to hest or coo!, or provide hot water for uge 0, 8 building or sincture,
07 LSS wind energy 1o generate atecirichy. ' in ganaral, wind anergy proparty conslst of 2 windmilll, wind-
drivan generator, slorage devices, power conditioning equipment, ranstes equipmeant, and parts ralated to
tha funchiorung of thase iterms.'

Congluslon

The Company contesls the praposed adjustment to cost basls relaled ko spare parts 0 ine ameound of
52,307 117 which would resutt in a refund o Treasury inthe amaund of $682,135. The spara parts should
be censiderad "specified energy propery” 88 defined in tha Program Guidance and under Tregs. Reg.
B1.48-9(e)(1) As specfied in thig requlaton, and as mertored above in the Law and Anelyvsis sectlon,
wind anergy propely cansisls of a windmill, wind-driven generators, storage dvices, powert condioning
equipmeni, Irensier aquipment and parts refaled to the functioning of thosa items. In our cage, the spare
perts fal acToss those calegores and cerginly are considered companents dlearly redated o the

* Troas. Reg. §1.2638- 1{e)
T R.C. GIEIAMENT)
LR.G. §2E3AgI 1
5 |R.C. £263A(g12)
: Trass. Reg. §1.2634-1(e}2HN
Id
?d.
* Trems. Reg. §1. 26341 3yi0]
" R.C Gaf[aN1)
" Treas. Reg. §1.48-8(2)(1)
" Traas. Reg. §F.48-8(e)(17 - {2)(i} and (ii)
M Treas. Rep. §41.48-9(e)(1)
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Appendix 2
Inadale Wind Farm LLC’s Response

furnctioning of the integrated wind farm. If one of the perls on 3 wind lurbine becomes koperable, the
spare parts ara neadad |t cider for the assat B remain functional.  The spare parts were provided for
under the wind turbine supply agreement with Milsubizhi and were deemed by the Company 1o be =
necassary componert of tne overall propect, These aparg pans are inlegral to the oyerall faclily as thay
are reguired for ongaing repaiia and maimenance of the wind tubinee and are nacassary to Nave on site
in order to prevent the interrustion of enargy preduction during maintenance. 1 15 a customdry practics in
tnis indueiry o hewve spare parls on ei'e 85 most wind farms are Iocatad in ramate locatioes of the U 5.
gnd quick access o pars to provide rouling and expecied maintenance as well as the availabitity of items
witn long lead times is &n assenlial business requirament  If one wind turbine Bacomes Inoporable, it
reduces the anerdgy aulpul of the inlegrated Fachity, f=sulting i less energy transfermed to tha grid and
theréfore less revenus 1o tha Company. Therefora, it is impesatve that tha systam be kept 10085
avgilatle as much as fezsible.

The spara parts are 1angikie parsonal propery fof which depreclation is allowsbla thal aie wsed as an
infegral part of e enargy geresalon acliviiy parlermed by & qualified facikity and are Bcated at tha site of
the qualiied facility. Also, the spara pars should be viewed as a component of lhe ovarall unit of
property that consigte of tha 157 wind turbines lccated on eite. Since our owerall unil of property ie the
irteqrated lecility of 197 wind wurbines and essociated equipment, the spare parts should be viewed as a
portion of this overall anit of proparty. The program guidanee cited aboyve allaws an applicant o conglder
tha sntire wind fazilly te be sonsldered ane wnlt of property for purposes of this program.  In e exampla
in the program guidanca, it is demanstrated Ihat compuetar manitoring aguiprmand i included in the averall
larger wnit of property. Computer monfioring equipment i§ arguably less inteqral 1o the aclual prod uction
af energy than the epecific spare parts thel we have incleded a8 energy proparty in our application &z our
spare parts ara directly invalved in the produstion al @nergy.

Due to the nature of their exisierce, the spase parts would aleso meel the definidon of a repair and
maintenance e¥penditure as defined In Treas. Reg. §1.263A-1{py(3){H(0) and therefors wowd be
required to be capitalized into the basis of the spedcified energy property pursbant to Traes. Reg. §1. 2634
1le).

Owerall, the spane pasts poot shoubd ned be viewsd as 2 separale asset By emselves, Ihe spate pars

nold liftle value to 1he Campany. |t is only whan integiated nlo e farger unit of property that tha spare
parts car funclion and therefore, should be viewed as a =malles pieca of & much larger asasat.

The Company coas not cordest the proposed edjustrmes:l to cost basts related to miscellaneous costs in
the amoynt of $2,028 and therefora proposed ta refund & Treasury $811 (ie., 30 percant of 52,038).

Sincaraly,

E.COM Climzde & Renewsbles Nodh Amarica, LLC

o L Pyl

Tom Festl, CFO

Audit of Inadale Wind Farm LLC Payment Under 1603 Program (OIG-11-111) Page 14




Appendix 3
Management’s Response
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ASSISTANT SECRETARY

Marla Freedman

Assistant Inspector General for Audit
Department of the Treasury

Office of Inspector General

740 15" Street, N.W., Suite 600
Washington, D.C. 20220

Dear Ms. Freedman:

Thank you for the opportunity to comment on the draft audit report of the Section 1603 award
made to Inadale Wind Farm, LLC (Inadale). We partially concur with the recommendations
contained in the report.

The draft report recommends that the Office of the Fiscal Assistant Secretary (OFAS) ensure that
Inadale reimburse Treasury in the amount of $692,747 from a Section 1603 payment of $94.2
million made in December, 2009 for a wind farm located near Roscoe, Texas. This
recommendation is based on a finding that Inadale improperly included in their claimed cost
basis $611 for a miscellaneous cost that could not be substantiated and $692,136 for spare parts
that were not properly included in basis. OFAS concurs that Inadale should reimburse Treasury
in the amount of $611 for a miscellaneous cost that could not be substantiated. For the rcasons
stated below, OFAS does not concur with the remainder of the recommendation.

The report concludes that the sparc parts arc a separate asset from the wind farm and therefore
the cost of the spare parts should not be included in the basis of the wind farm. Section 1.263A-
1 of the Income Tax Regulations which governs the capitalization of costs is cited as support for
this view.

OFAS is advised by IRS Otftice of Chief Counsel staff that the relevant inquiry for determining
whether or not the spare parts are eligible for the investment tax credit (and thus the Section
1603 payment) is not whether they are a separate asset but whether they arc used as an integral
part of the “qualified facility” (i.e., the wind farm). Section 1603 (d) (1) describes eligible
property as any qualified property which is part of a qualified facility within the meaning of
section 45 of the Internal Revenue Code (IRC). Qualified property is tangible property that is
used as an integral part of the qualified facility (IRC section 48(a)(5)(D)). In this case the
qualified facility is the wind farm which includes equipment and parts related to the functioning
of that equipment that uses wind energy to generate electricity (Treas. Reg. section 1.48-9).
Additionally, Revenue Rulings 81-185 and 69-201 establish that emergency and rotable spare
parts are an integral and essential part of the machinery they serve.

Treas. Reg. section 1.263A-1 requires taxpayers to capitalize into basis all costs of producing
property. The report notes that the spare parts were purchased in October 2009 through
December 2009, after the April 1, 2009 placed in service date of the wind farm and thus should
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Appendix 3
Management’s Response

not be considered a cost of producing the property. Spare parts are considered placed in service
when ready and available for use (i.c. when acquired and located at or near the site of the
machinery in which they will be used). The spare parts in this case were, therefore, placed in
service during the same tax year as the property in which they will be used, prior to the Section
1603 application (submitted in December 2009), and within the Section 1603 time requirements
related to placed in service dates. One could argue that the costs of the parts are not part of the
cost of producing the qualified facility because the facility was placed in service without them.
However, this kind of interdependence (i.e. whether or not the facility can commence operation
without the property) is not the test for determining whether or not property is used as an integral
part of the qualified facility. Treas. Reg. section 1.263A-1 does not require that taxpayers only
capitalize costs for property that is necessary to commence operations. The test for qualifying
under Section 1603 is whether the property is used as an integral part of the qualified facility (i.e.
the facility for the production of electricity). Because the spare parts are used in the production
of electricity they meet this test.

The Section 1603 guidance allows a taxpayer to elect to apply the placed in service standard to
an aggregate of independent items of qualifying property that will be operated together at the
same site but does not directly address how one determines when an aggregate of independent
items is placed in service if the items separately start operation over a period of several months.
Thus, the guidance provides, in essence, that the Section 1603 payment is available for the cost
of any property that is, on the date of the application, both operational and performing a qualified
function regardless of whether that property performs an interdependent or an independent
function. The investment tax credit does not require a single unit of property and thus the
investment tax credit would be allowed for the spare parts even if they were considered a
separate unit of property provided they were placed in service during the time allowed and are
used in the qualified activity (see Treas. Reg. section 1.46-3(d)(2)(i)).

In this case the spare parts are part of a qualified facility under IRC section 45 and were in
service at the time of the Section 1603 application. It is therefore our view that Inadale could
suceessfully defend against any attempts by OFAS to seck reimbursement for the costs of these
parts.

Sincerely,

Aol on

Richard L. Gregg
Fiscal Assistant Secretary
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Appendix 4
Major Contributors To This Report

Donna Joseph, Director

Cynthia Milanez, Audit Manager
Erica Wardley, Audit Manager
James Hodge, Auditor-in-Charge
Cheryl Sroufe, Auditor

Lisa Carter, Auditor

Roberta Wright, Auditor

Susan Roy, Referencer

Theresa Cameron, Referencer
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Appendix 5
Report Distribution

Department of the Treasury

Assistant Secretary for Management of the Treasury,
Chief Financial Officer, and Chief Performance Officer

Fiscal Assistant Secretary

Deputy Chief Financial Officer

Director, Office of Accounting and Internal Controls

Deputy Director, Office of Performance Budgeting

Program Manager, Office of Fiscal Assistant Secretary

Office of Management and Budget

OIG Budget Examiner

E.ON Climate and Renewables North America

Vice President, Investment Analysis
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